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Summary 

The “Great Recession” and the ensuing weak recovery have led the Federal Reserve (Fed) to 
expand its monetary policy tools. Since December 2008, overnight interest rates have been near 
zero; at this “zero bound,” they cannot be lowered further to stimulate the economy. As a result, 
the Fed has taken unprecedented policy steps to try to fulfill its statutory mandate of maximum 
employment and price stability. Congress has oversight responsibilities for ensuring that the Fed’s 
actions are consistent with its mandate. 

The Fed has made large-scale asset purchases, popularly referred to as “quantitative easing” (QE), 
that have increased the size of its balance sheet from $0.9 trillion in 2007 to about $4 trillion at 
the end of 2013. In September 2012, the Fed began a third round of monthly purchases of 
Treasury securities and mortgage -backed securities (MBS), referred to as “quantitative easing 
three” or QE11I. Unlike the previous rounds, the Fed has not announced when QE111 will end or 
its ultimate size. In December 2013, the Fed began “tapering off’ its asset purchases, and 
announced in January 2014 that it would purchase $30 billion of MBS and $35 billion of 
Treasury securities per month. The Fed views QE as stimulating the economy primarily through 
lower long-term interest rates, which stimulate spending on business investment, residential 
investment, and consumer durables. Since QE began, Treasury yields and mortgage rates have 
reached their lowest levels in decades; it is less clear how much QE has affected private- 
borrowing rates and interest-sensitive spending. Critics fear QE’s potentially inflationary effects, 
via growth in the monetary base. Inflation has remained low to date, but QE is unprecedented in 
the United States and the Fed’s mooted “exit strategy” for unwinding QE is untested, so the Fed’s 
ability to successfully maintain stable prices while unwinding QE is uncertain, as are potential 
unintended consequences. 

The Fed has also changed its communication policies since rates reached the zero bound. From 
2011 to 2012, it announced a specific date for how long it anticipated that the federal funds rate 
would be at “exceptionally low levels,” and over time incrementally extended that horizon by two 
years. In December 2012, it replaced the time horizon with an unemployment threshold. It now 
anticipates that the federal funds rate would be exceptionally low “well past the time that the 
unemployment rate declines below 6.5%,” provided inflation remains low. The Fed argues that its 
new communication policies make its federal funds target more stimulative today. In this view, if 
financial actors are confident that short-term rates will be low for an extended period of time, 
then long-term rates will be driven down today, thereby stimulating interest-sensitive spending. 
Uncertainty about economic projections hampers the Fed’s ability to stick to a preannounced 
policy path, and repeatedly “moving the goal posts” on when it will raise rates could undermine 
its credibility. If unconventional policy were failing because it has undermined the Fed’s 
credibility, the evidence would be high interest rates, high inflation expectations, or both; to date, 
neither has occurred. 

The sluggish rate of economic recovery suggests that unconventional monetary policy alone is 
not powerful enough to return the economy to full employment quickly after a severe downturn 
and financial crisis, ft also raises questions about the optimal approach to monetary policy. The 
economic recovery is now well established, but inflation was below the Fed’s goal of 2% in 2013. 
The Fed officials who set interest rates project that the unemployment rate will be at or near full 
employment in 2015, but most do not believe it would be appropriate to raise the federal funds 
rate above zero before then. Although many perceived risks of unconventional policy have not 
been realized to date, risks may intensify as the economy nears full employment. 
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Introduction 

In the aftermath of the financial crisis of 2007-2008, the Federal Reserve (Fed) reduced the 
federal funds rate to a range of 0% to 0.25% by December 2008, exhausting its conventional 
monetary tool. 1 With the economy still exhibiting large amounts of slack and recovery prospects 
weak, the Fed experimented over the next few years with unconventional policies in an attempt to 
revive the economy. These policies were pursued after the acute crisis phase, during which the 
Fed created a series of emergency liquidity facilities; a discussion of these facilities is beyond the 
scope of this report. 2 The dates and nature of the policy announcements are outlined in Table 1. 



What is Conventional Monetary Policy? 

Statute mandates that the Fed “promote ... maximum employment, stable prices, and moderate long-term interest 
rates”. 3 Prior to the financial crisis, the Fed pursued its mandate primarily by setting a target for the federal funds rate, 
the overnight inter-bank lending rate. To keep the actual federal funds rate (determined by the supply and demand for 
bank reserves) near the target, the Fed regularly buys and sells Treasury securities. When the Fed wants to boost 
total spending in the economy, it reduces the federal funds target. When the Fed wants to curb spending and reduce 
inflation, it raises the federal funds target. For more information, see CRS Report RL30354, Monetary Policy and the 
Federal Reserve: Current Policy and Conditions, by Marc Labonte. 



1 All monetary policy decisions are made by the Fed’s Federal Open Market Committee (FOMC), composed of the 
seven Fed Governors, the President of the New York Fed, and four other Fed regional bank presidents. For simplicity, 
this report refers to all FOMC decisions as being made by “the Fed.” 

2 For more information, see CRS Report RL34427, Financial Turmoil: Federal Reserve Policy Responses, by Marc 
Labonte. 

3 Section 2A of the Federal Reserve Act as amended (12 USC 225a). 



Congressional Research Service 



1 






Federal Reserve: Unconventional Monetary Policy Options 



Table I. Timeline of Major Federal Reserve “Unconventional” Policy 

Announcements 



Date 


Announcement 


December 2007 to 
November 2008 


Created various emergency liquidity facilities in response to the financial crisis. 


October 6, 2008 


Began paying interest on bank reserves. 


November 25, 2008 


Large scale asset purchases of up to $ 1 00 billion of U.S. agency debt and $500 
billion of mortgage-backed securities (MBS). 


December 1 6, 2008 


Reduced federal funds rate to a range of 0% to 0.25%; anticipated “exceptionally 
low” federal funds rate would likely be maintained “for some time.” 


March 18, 2009 


Large scale asset purchases which, combined with Nov. 2008 announcement, 
totaled $300 billion of U.S. Treasury securities, $200 billion of U.S. agency debt 
(later revised to $ 1 75 billion), $ 1 .25 trillion of MBS over about one year (popularly 
known as “quantitative easing”); anticipated “exceptionally low” federal funds rate 
would likely be maintained “for an extended period.” 


August 1 0, 20 1 0 


Following completion of large scale asset purchases, maturing assets would be 
replaced with U.S. Treasury securities to prevent the balance sheet from shrinking. 


November 3, 20 1 0 


Large scale asset purchases of $600 billion of U.S. Treasury securities over eight 
months (popularly known as “QEII”). 


August 9, 201 1 


Set a target date (mid-20 1 3) for period Fed anticipated it would keep the federal 
funds rate at “exceptionally low levels”; the Fed subsequently moved back the 
target date incrementally to mid-20 15. 


September 2 1 , 20 1 1 


Maturity Extension Program (popularly known as “Operation Twist”), under which 
Fed purchased $400 billion long-term U.S. Treasury securities, and sold an 
equivalent amount of short-term Treasury securities over nine months. Began 
rolling over existing agency debt and MBS into new agency MBS (instead of U.S. 
Treasury securities). 


January 25, 20 1 2 


Set “longer-run goal” of 2% inflation; public release of FOMC members forecast of 
“appropriate” federal funds target. 


June 20, 2012 


Extended and expanded the Maturity Extension Program to an additional $267 
billion of Treasury securities, through the end of 2012. 


September 1 3, 20 1 2 


Announced large scale asset purchases of $40 billion of Agency MBS per month 
for unspecified duration (popularly known as “QE3”). 


December 12, 2012 


Announced that the Fed would continue purchasing $45 billion of Treasury 
securities per month after the expiration of the Maturity Extension Program; 
changed the threshold for ending “exceptionally low levels” of the federal funds 
rate from “at least through mid-20 1 5” to “at least as long as the unemployment 
rate remains above 6-1/2 percent,” contingent on low inflation. 


December 1 8, 20 1 3 


Announced that the Fed would begin to “taper off’ its securities purchases, initially 
reducing monthly purchases by $10 billion. 



Source: Various Federal Reserve press releases, at http://www.federalreserve.gov/monetarypolicy/ 
fomccalendars.htm. 



Although the policies had never been used before the crisis, they had been considered for some 
time. In a 2004 working paper, Ben Bernanke, then-Fed governor, and co-authors found “some 
grounds for optimism about the likely efficacy of non-standard policies” that central ha nk s could 
use for stimulating the economy when the short-term policy interest rate (the federal funds rate, in 
the United States) has hit the “zero lower bound” and cannot be reduced to provide further 
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stimulus. Although the zero-bound problem had been present in Japan for some time when the 
paper was published, “for more than a few generations of economists, [it] seemed to be a relic of 
the Depression era” in the United States. The paper grouped the non-standard policies into three 
classes: 



(1) using communications policies to shape public expectations about the future course of 
interest rates; (2) increasing the size of the central bank’s balance sheet, or “quantitative 
easing”; and (3) changing the composition of the central bank’s balance sheet through, for 
example, the targeted purchases of long-term bonds as a means of reducing the long-term 
interest rate. 4 

In the aftermath of the crisis, the Fed under Bemanke would use all three types of policies. For 
communication policies, the Fed introduced “forward guidance,” first announcing in December 
2008 that it would likely keep the federal funds rate “exceptionally low. . .for some time.” Thi s 
eventually evolved into a specific time horizon for how long rates would be kept “exceptionally 
low.” In its October 2012 statement, it anticipated that the federal funds rate would be 
exceptionally low “at least through mid-2015.” In December 2012, the Fed moved away from a 
time horizon for exceptionally low rates, instead tying the duration of exceptionally low rates to 
an economic threshold, namely as long as the unemployment rate remains above 6.5% and 
inflation and inflation expectations remain low. For increasing the balance sheet, the Fed has 
undertaken three rounds of large-scale asset purchases, popularly known as “quantitative easing” 
(QE). 5 By purchasing Treasury securities, agency debt securities, and agency mortgage-backed 
securities (MBS), the Fed has increased the size of its balance sheet from less than $0.9 trillion in 
2007 to about $4 trillion at the end of 2013. 6 For changing the composition of the balance sheet, 
the Fed has undertaken the “Maturity Extension Program,” under which the Fed purchased $667 
billion in long-term U.S. Treasury securities, and sold an equivalent amount of short-term 
Treasury securities. 

Since enactment of the mandate, Congress has largely deferred to the Fed on how to achieve the 
goals of maximum employment and stable prices, and therefore has had little input in the Fed’s 
decisions to pursue unconventional policies. It maintains oversight responsibilities, however, and 
Congress has been interested in whether the Fed’s unconventional policies have been consistent 
with its mandate. 

The remainder of this report analyzes the economic effects of these programs, the current 
economic context in which these policies have been adopted, policy alternatives that the Fed has 
not pursued to date and their potential effects, potential legislative options for restricting the Fed’s 
pursuit of unconventional monetary policy, and issues surrounding the eventual “exit strategy” 
from unconventional policy. 



4 Ben Bemanke, Vincent Reinhart, and Brian Sack, “Monetary Policy Alternatives at the Zero Bound,” Federal Reserve 
Board of Governors, Finance and Economics Discussion Series 2004-48, 2004, p. i. 

5 Many foreign central banks have also used QE to respond to the recent financial crisis. For more infonnation, see 
Qianying Chen et al, International Spillovers of Central Bank Balance Sheet Policies , Bank for International 
Settlements, BIS Papers no. 66, October 2012, available at http://www.bis. org/publ/bppdf/bispap66p.pdf. See also 
Mark Stone et al., “Should Unconventional Balance Sheet Policies be Added to the Central Bank Toolkit?,” 
International Monetary Fund, Working Paper WP/1 1/145, June 2011. 

6 In this context, agency securities and MBS are primarily issued by Fannie Mae and Freddie Mac, with some securities 
issued by the Federal Home Loan Banks and Ginnie Mae. As is discussed below, the 2008 growth in the Fed’s balance 
sheet stemmed from its emergency liquidity facilities. 
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Changes to the Size and Composition of the Fed's 
Balance Sheet 

Before 2007, the Fed’s balance sheet consisted overwhelmingly of Treasury securities, acquired 
through its normal open-market operations to target the federal funds rate. The balance sheet grew 
very modestly over time. Beginning in December 2007, the Fed undertook a series of 
unprecedented policy steps to change the size and composition of its balance sheet, a fundamental 
departure from traditional policy measures. 

The Fed’s balance sheet is composed of assets, liabilities, and capital; the former is equal to the 
sum of the latter two. The Fed’s assets consist primarily of securities it has purchased, and also 
include loans it has made through the discount window and, during the crisis, emergency lending 
facilities. The Fed’s three main liabilities are Federal Reserve notes, hank reserves held at the 
Fed, and Treasury deposits held at the Fed; these three items are counted as liabilities because 
they are effectively “lOUs” from the Fed to the bearer. The sum of outstanding Federal Reserve 
notes and ha nk reserves form the “monetary base,” or the portion of the money supply controlled 
by the Fed. 

When the Fed purchases assets it can finance those purchases in two ways — by increasing its 
liabilities or by selling other assets. In the former case, the size of the overall balance sheet 
increases (which has been referred to as quantitative easing when done on a large scale); in the 
latter case, the size of the overall balance sheet remains the same (which economists sometimes 
refer to as “sterilization”). Since the crisis, the Fed has pursued both options. Lending after 
September 2008 and the large-scale asset purchases announced in March 2009, November 2010, 
and September 2012 resulted in a larger balance sheet, as seen in Figure 1 . The Maturity 
Extension Program (“Operation Twist”) and lending before September 2008 were sterilized, so 
the overall size of the balance sheet remained the same. 7 



7 Increasing Treasury deposits held at the Fed through the Treasury Supplementary Financing Program was also used as 
a means of sterilization periodically from September 2008 to August 2011. In this case, the balance sheet was increased 
since Treasury deposits are a liability to the Fed, but those funds were not used in order to drain the liquidity added by a 
larger balance sheet. 
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Figure I . Selected Assets on the Federal Reserve’s Balance Sheet 

August 2007 to January 20 1 4 




Securities Held Outright ■ All Liquidity Facilities ■ Support for Specific Institutions 



Source: Federal Reserve. 

Note: Securities Held Outright = Treasury securities, Agency securities, and Agency MBS; All Liquidity Facilities 
= Discount Window, foreign currency swaps, and widely available liquidity facilities created during the financial 
crisis; Support for Specific Institutions = assistance related to AIG and Bear Stearns. 



When the Fed finances its asset purchases by increasing the size of the balance sheet, the primary 
type of liability that increases is bank reserves, as can be seen in Figure 2. These additional 
reserves, in effect, finance the Fed’s asset purchases and loan programs. In the case of lending 
facilities, reserves increase because the loan amounts are credited to the recipient’s reserve 
account at the Fed. In the case of asset purchases, the funds to finance the purchase are credited to 
the seller’s reserve account at the Fed, or if the seller were not a member of the Federal Reserve 
System, the funds would eventually lead to an increase in a member bank’s reserves when the 
proceeds were deposited into the banking system. 
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